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OPI NI ON

This is an appeal pursuant to Section 25 of the Bank and
Corporation Franchise Tax Act (Chapter 13, Statutes of 1929, as
anended) fromthe action of the Franchise Tax Comm ssioner in
overruling the protest of R C Mson & Co., Ltd., against a
prP ose? asstsnEnt of additional tax in the anount of $457. 33,
W i nterest.

The Appel lant was organized in April, 1928 under the nane
of Mason, Cole & COTEany, whi ch was subsequently changed to R C.
Mason & 50., Ltd, LAt the time of incorporation, Appellant ac-
qui red all the assets of Mason, Cole & Conpany, a co-partnershinp,
giving in exchange therefor 1,000 shares of its stock of the
par value of $100 and 300 in cash. Anpbng the assets of the co-
artnership acquired by Appellant were interests in certain
rusts. These trust interests were finally d|§fosed of by
Appel | ant during the taxable year ended April 30, 1931.

In its return for the taxable year ended April 30, 1931,
A?pellant deducted fromits gross incone for, said year the sum
of $14,210.33, representing andleged | 0SS sustained during said
year from the above trust interests. This loss was conputed by
taking the difference between the total anount received from
the trust interests and the cost of such interests at the tine
of acquiring the same from the co-Partnershlp. The cost of the
trust interests was determned by taking a proportionate part
of the total par value ($100,000) of the 1,000 shares of stock
I ssued by the corporation in exchange for the assets of the co-
partnership including the trust interests. The fAppellant al so
deducted fromits gross incone for the taxable year ended Apri
30, 1931, the sum of 3347.88 representing additional federa
incone taxes for the taxable year ended april 30, 1929 which
Appel I ant paid during the taxable year ended April| 30, 1931. -

, The Conmi ssioner disallowed as deductions both of the above
Items. Further, the Conm ssioner added to Appellant's gross
i ncome the sum of $1,035.74 representing "Additional |ncome
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Anneal of R C. Mason & Co., Ltd.

Trust, #3736"., This action of the Commissioner resulted in the
proposed assessnment of additional tax in the amount of $457.33.

_ Weare of the opinion that the Conm ssioner acted properly
in disallowing as a deduction the item of 5347.88 representing
addi tional federal income taxes for the taxable Year ended Apri
30, 1929, Under Section 8(c) of the Act, federal income taxes
can be deducted only if they have accrued during the taxable
year. In the Aggea of May_Departnent Stores Conpany, decided b
us on May 11, 1932, we held that additional federal i1ncome taxes
for the years 1917 to 1928 could not be considered as haV|n?_
accrued in the year 1929 when the anmount thereof, and Ilab, Ity
therefor, was finally determned and the sane were paid. n vrer
of this, we are unable to see how we could consistently hold

that the taxes herein in question accrued during the taxable yea
ended April 30, 1931.

_ ‘However, we are of the opinion that the Conm ssioner erred
in disallowing as a deduction the item of $14,210,33 representing
| osses sustained by the Appellant fromthe disposition of certain
trust interests during the taxable year ended April 30, 1931.

Section 8(d% provides that fromgross income there should
be 'deducted the "losses sustained during the taxable year",
Section 19 of the Act provides that:

~ "For the purpose of ascertaining the gain
derived or loss sustained fromthe sale or other
di sposition of property, real, personal or m xed
acquired on or after January i 1928, the basis
shal | be the cost thereof, or fhe inventoried
value if the inventory is nmade in accordance with
this act,”

~As noted above, Appellant acquired the trust interests
herein involved as the result of an exchange of its stock for
the assets of Mason, Cole & Conpany, a co-partnership.. This
exchange was effected subsequent to January 1, 1928.  Although, -
as a result of the above exchange, the co-partnership acquired
conplete control of the Appellant corporation, there is not the
slightest reason for inferring that the exchange was not Inall
respects honest and legitimte. Apparently, there was not an,
excessive issue of stock for the assets of the co-partnership.
In ot her words, apparently, the assets of the co-partnership werc
of avalue equal to the total par value of the stock received
In exchange for such assets.

Fromthis it follows that the cost to the Appellant of the
trust interests acquired bz Appel l ant was the par value of the -
stock issued in exchange therefor. Under Section 19 of the Act,
It is this cost that is to be used as a basis for determ ning
gain or loss to the Appellant fromthe sale or other disposition
of said interests.

The Conmi ssioner seeks to avoid the above conclusion b
contending that as a result of the exchange of the assets of the
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co-partnership for the stock of the A%Bellant, there was no |
change in ownership of such assets. = Qoviously, this contention
I's based on the theory that no distinction should be recognized

between a corporation and its stockholders. This theory has
been repudi ated sooften and so thoroughly as torequireno con-
sideration on our part,

_ The Commi ssioner also contends, apparently, that the exchan
In question was one with respect to which no gain or loss, if
any, wouul d be recqani zed inasmuch as he cites a Federal Court
decision wherein gain was not recogni zed and one Board of Tax
Appeal s _deci si on wherein | oss was not recognized for Federal

| ncome Tax purposes as the result of exchanges simlar to the
one involved herein.

In this connection it is to be noted that subdivision 5 of
Section 112(b) of the Federal Revenue Act of 1928 provides:

"No gain or |oss shall be recognized if
property 1s transferred to a corporation by one
or nore persons solely in exchange for stock or
securities in such corporation, and inmmediately
after the exchange such person or persons are
in control of the corporation.”

In view of this provision, it would seemthat if a person
transferred property to a corporation in exchange for the stock
of that corporation, and imediately thereafter cane into contro:
of the corporation, anz gain orloss resulting to the transferor
as a result of the exchange woul d not be recognized for federal
i ncone tax purposes.

| nasmuch as subdivision 1 of Section 701(a) of the Federal
Revenue #Act provides that the term "person" means "an individual,
a trust or estate, a_partnership or a corporation" , t.he above
woul d be true of the exchange under consideration were it not foz
the fact that the transferor (i.e. the co-partnership) received
in exchange for its assets, some noney ($300) in addition to the
stocks of Appellant corporation. However, it is to be noted
that other provisions of Section 112 cover just such a situation.

Subdivision 1 of Section 112(c) provides:

_"If an exchange woul d be within the
provi sions of subsection (b) (1), (2), (3)
or (5) of this sectionif it were not for the
fact that the property received in exchange
consists not only of property permtted by
such paragraph to be received w thout the
recognition of gain, but also of other prOﬁ-
erty or money, then the gain, if any, to the
reci pi ent shall be recogni zed, but in an anmount
not I n excess of the sumof such noney and the
fair market value of such other property."”

And Section 112(e) provides:

| f an exchange would be within the
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provisions of subsection (b) (1) to (5), inclu-
sive, of this section if it were not for the
fact that the property received in exchange con-
sists not only of property ﬁern1tted by such
paragraph to be-received wi t hout the recognition,
of gain or loss, but also of other property or
money, then no | oss fromthe exchange shall be
recogni zed. "

Hence, in view of the above provisions, it seens clear y
that if loss had resulted to the transferor from the exchange
under consideration it would not have been recognized for federal
incone tax purposes, and if gain had resulted, It would have
been recogni zed only in an amunt not in excess of the noney
recei ved {5300).

The above quot ed Brovisions of the Federal Revenue Act of
1928 are incorporated by reference into the State Act by Section
20 of said act which provides: ’

| "Upon the sale or exchange of property
the entire amount of the gain or |oss, deter-
m ned under the ﬁrecedlng.sectlon shal | be re-
cogni zed, with the exceptions provided for in
section 112 of said "Revenue Act of 1928," which
are hereby referred to and incorporated with the
ﬁana force and effect as though fully set forth
erein,”

Under.this section it would seemthat, although gain or -
| 0ss resultln% from an exchange is generallﬁ to be recognized,
it 1s not to be recognized if it would not be recognized under
the provisions of Section 112 of the Federal Revenue Act of 1928,
i ncluding, of course, the provisions above quoted

It is to be noticed, however, that the transferor in the
exchange under consideration, being a co-partnership, was not a
corporation taxable under the Act.  Consequently, it would seem
that any gain or loss resulting to it fromthe exchange was
entirely without the purview of the Act. But assuming that the
transferor was a corporation taxable under the-Act, and conse-
quent |y, b¥ virtue of Section 20, above quoted, any loss result-
ing to it fromthe exchange woul d not have been recogni zed and
any gain resulting would have been recognized only to a very
|imted extent, we are unable to perceive how this fact has any .
bearing whatsoever on the point involved in the instant aPpeaI
-~1,e, What should be the basis for aspertalnlnﬁ gain or loss to
the transferee, the Appellant corporation, as the result of the
subsequent disposition of the property received by it pursuant
to the exchan?e in question. t 1s onething to say that %aln
or loss resulting fromthe exchange of ?roperty shal | not be
recognized;, it is quite a different matter to determ ne what
shal I be the basis for ascertaining the gain or |loss resulting
fromthe subsequent disposition of such property.

Congress was apparently wel|l aware of this in enacting
the Federal Revenue act of 1928, for, although Congress provided
in Section 112 that gain or loss resulting fromcertain exchanges
and transfers shoul d not b%saecognlzed, Congress did not rest



—~

Appealof R C. Mason & Co., Ltd.

there. Rather, Congress proceeded to preﬁfriq? in considerab%e
detail, in Section 1130f said Act, what shoul'd be the basis for
ascertaining the gain or loss in the event of the subsequent dis-
pos;tlonfof the property received pursuant to such an exchange

or transfer

~In fact, one of the provisions in Section 113, nanely sub-
division 8 of Section 113(a) exactly covers the situations pre-
sented by the instant appeal. This provision reads as follows:

"If the proBerty was acquired after
December 31, 1920, by a corporation by the
i ssuance of its stock or securities in con-
nection Wth a transaction described in sec-
tion 112(b)(5) (including, also, cases where
part of the consideration for the transfer
of such property to the corporation was
property or noney, in addition to such stock
or securities),, then the basis shall be the

- sanme as it would be in the hands of the trans-

~feror, increased in the anpunt of gain or de-
creased in the amount of |oss recognized to
the transferor upon such transfer under the

| aw applicable to the year in which the trans-

fer was nade."

In view of the above provision, it is quite clear that for
federal income tax purposes the cost to Appellant of the trust
interests acquired by it in exchange for its stock could not
serve as a basis for determning either gain or |oss resulting.
from the subsequent disposition thereof. Rather, the basis
woul d be the same as the basis for the transferor, i.e. the cost
to the transferor of the property, if it was acquired subsequent
to March 1, 1913, increased in the amount' of the gain recognized
to the transferor as the result of the exchange,

But it is to be noted that the State Act does not .contain
any such provision as the above. Further, we are of the opinion
that the above provision cannot be considered as being incorpo-
ratedllnto the State Act so as to be controlling in the instant,
appeal.

It is true that Section 8(f) provides that from gross income
there shall be allowed as a deduction

"Exhaustion, wear and tear and ob-
sol escence of property to be allowed upon
the basis provided in sections 113 and 114
of that certain act of the Congress of the
United States known as the "Revenue Act of
1928," which is hereby referred to and in-
corporated with the same force and effect
as though fully set forth herein, or upon'
the basis provided in section 19 hereof,"

It is arguable that by virtue of the above provision,
Section 113 of the Federal Revenue Act, including subdivision &
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of subsection (a) above quoted, is incorporated into the State
Act for all purposes. But we are of the opinion that by Section
8(f), reasonably construed, it was intended to incorporate
Section 113 of "'the Federal Revenue Act only for the purpose of
conputing depreciation allowance (exhaustion, wear and tear,
etc.) and not for the purpose of determning gain or loss result-

ing fromthe sale or other disposition of property.

~ The only Provision of the Act we have been able to find
which relates to the nethod of determning gain or loss fromthe
di sposition of property which has been received as the result

of an exchange with respect to which gain or |oss was not recog-
nized is Section 21 which provides:

Wien property is exchanged for other
property and no gain or loss 1s recognized under
the provisions of the Precedlng section, the
property received shall be treated as taking
the place of the property exchanged therefor,"

_In view of the above provision, it would seemthat property
received as the result of an exchange of the kind nentioned in
the above Section (i.e. one with respect to which no gain or
| oss is recognized under Section 20) is to be regarded as steppin
into the tax shoes of the property surrendered. |n other words,
the property received will acquire the Sane basis as the property
surrendered for the purpose of determning gain orﬁ oss fromthe
subsequent di sposition of the proper&y, regardl ess of what m ght
be the value of the property received or of the property surren-
dered at the time of the exchange, 'Thus, if "A", = «werporation
of the classes taxable under the éc{,purchases property on Jan-.
uary 1, 1929 at a cost of $5,000, holds it until it increases
in value to $10,000, and then exchanges it for property of equal
value, and the gain is not recognized under Section 20 of the
Act, the cost to "p" of the property surrendered, i.e. $5,000
will serve as a basis for determning gain or loss fronithe sub-
sequent disposition of the property received,

Al though the exchange under consideration was not onewth
respect to which gain or [oss was recognized under Section 20, ~
t he preceding Section nentioned in Sectian. 21, neverthe#ess we
do not believe that Section 21 can be regarded as specifying the
basis for determning gain or loss to the Appellant fromthe dis-
position of the property acquired by it as the result of the
exchange. |f the contrary were held, then the property acquired',
by the Appellant would have to be considered as having obtained
the same basis for determning gain or loss as the stock surren-
dered by the Appellant. But stock prior to its being issued for
the first time can scarcely be considered as having a basis.

Such stock does not cost anything. Further, when stock is issued
for the first tine, neither gain nor loss results to the corpo-
ration issuing it although noney and property of value may be
obtained in exchange therefor.  Consequently, 'to hold that the
property acquired by the Appellant obtalneglthe sane basis as the
stock of Appellant 1ssued for such property would result in hold-
ing that it obtained no basis at all.
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_ There may be good reasons for providing, as is provided

I n subdivision 8 of Section 113(a) of the Federal Revenue Act.
of 1928, that, Wwhen property is transferred to a corporation In
exchange for the corporation's stock and immediately thereafter
the transferor obtains control of the corporation, the basis of
the property in the hands of the corporation shall not be the
cost thereof to the corporation but shall be th sang as T was
in the hands of the transferor. But clearly, there does not
seem to be any good reason for providing that the property shoule
be regarded as having no value at all for the purpose of deter-
mning gain or loss to the corporation ip the event of the sub-
sequent ~di sposition thereof. do not believe the Legislature
i ntended that-any such result should follow from the provisions
of Section 21, above quoted,

Consequently, in the absence of any such provisions in the
Act as is contained in subdivision 8 of Section 113(a) of the
Federal Revenue Act of 1928, we are inclined to hold that, the
basis for determ ning ?aln or loss resulting to the Aﬁpellant
fromthe disposition of the trust interests acquired by it in
exchange for its stock, should be the basis provided in Section
19 of the Act. As above noted, Section 19 provides that the
basis for ascertaining the gain derived or |oss sustained from
the disposition of property on or after January 1, 1928 shal
be the cost thereof. Hence, we must hold that” the Conm ssioner
erred in disallowng as a deduction from Appellant's gross income
for the taxable year ended April 30, 1931, the sum of $14,210,33
representing a | oss sustained by Appellant during said year com=
puted on the basis of the cost to Appellant of the trust interest

Thus, there remains for our consideration, only the problem
as to whether the Conm ssioner erred in including in Appellant's
income for the taxable year ended &pril 30, 1931, the sum of
$1,035.74 representing "Additional | ncone Trust, " #3736".

Apparently, vhe above sum was received during the above
year by the Appellant as the result of the final disposition
of one of the trust interests acquired by Appellant pursuant to
the exchange hereinbefore considered. ing as a basis the cost
to Appellant of said trust interest for the purpose of ascertain-
ing gain derived or |oss sustained to Appellant fromthe disposi-
tion of said interest, argoarently, ‘insofar as we are able to
ascertain, Appellant did not realize any ?aln fromthe disposi-
tion thereof. Hence, it would seemthat the Conmissioner erred
in considering the sumof §1,035.74, or any part thereof, receive
by Appellant during the taxable year ended April 30, 1931, as -
I ncome of Appellant for said year. If a corporation acquired
roperty at a certain cost and |ater disposes of it for cost, or
or less than cost, the amount received onthe disposition therec
clearly cannot be considered as income. Rather, it should be
regarded sinply as a return of capital.

Pursuant to the views expressed in the opinion of the Board
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Appeal of R C Mason & Co.. Inc.
on file in this proceeding and good cause appearing therefor,

| T I's HereBy ORoERED, ADJUDGED AND DECREED, that the action
of the Franchise Tax Comm ssioner, in overruling the protest of
R C, Mason & Co., Ltd., a corporation, against a proposed assess-
ment of an additional tax in the anmount of $457.33, based upon
the net income of said corporation for the period ended Apri
30, 1931, be and the sanme is hereby sustained in part and re-
versed in part. Said action is sustained insofar as the Comm s-
sioner disallowed as a deduction the sum of $347.88 representing
addi tional federal income taxes for the period ended April 30,
1929, Said action is reversed insofar as the Conm ssioner dis-
al l oned as a deduction the sum of $14,210,33 representing capital
| osses sustained during the period ended April 30, 1931, and
i nsof ar, as the Conm ssioner included as incone for said year the
sum of $1,035.74 representing the anount.received during said
year fromthe disposition of a certain trust interest. The cor-
rect amount of the tax to be assessed to the R, C, Mason & Co.
Ltd., is hereby determned as the anount produced by neans of
a conmputation which will include the allowance as a deduction of
the above sum of $14,210.33, and which w |l exclude as incone
the sum of $1,035.74 in the cal cul ation thereof. The Commissior:
IS hereby directed to proceed in conformty with this order and
to send the said R C, Mason & Co., Ltd. a notice of assessnment
revised in accordance therewth

Done at Sacramento, California, this 6th day of June, 1932,
by the State Board of Equalization. '

R, E. Collins, Chairman
Jno. C. Corbett, Menber
H G Cattell, Menber

Fred E. Stewart, Menber

ATTEST: Dixwell L. Pierce, Secretary
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